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The Committee on Foreign Relations, to which was referred the
Protocol Amending the Convention between the United States of
America and Canada with Respect to Taxes on Income and on Cap-
ital done at Washington on September 26, 1980, as amended by the
Protocols done on June 14, 1983, March 28, 1984, March 17, 1995,
and July 29, 1997, signed on September 21, 2007, at Chelsea (the
“Protocol”) (Treaty Doc. 110-15), having considered the same, re-
ports favorably thereon with one declaration and one condition, as
indicated in the resolution of advice and consent, and recommends
that the Senate give its advice and consent to ratification thereof,
as set forth in this report and the accompanying resolution of ad-
vice and consent.
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I. PURPOSE

The purpose of the Protocol, along with the underlying treaty, is
to promote and facilitate trade and investment between the United
States and Canada. Principally, the Protocol would amend the ex-
isting tax treaty with Canada (the “Treaty”) in order to eliminate
withholding taxes on cross-border interest payments, coordinate
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the tax treatment of contributions to, and other benefits of, pension
funds for cross-border workers, and provide for mandatory arbitra-
tion of certain cases before the competent authorities of both coun-
tries.

IT. BACKGROUND

The United States has a tax treaty with Canada that is currently
in force, which was concluded in 1980. This Protocol is the fifth
protocol to the 1980 Treaty; it has been the subject of negotiations
for approximately ten years.! The Protocol was negotiated to ad-
dress specific issues that have arisen in our tax treaty relations
and changes in each country’s domestic law and tax treaty policy.

III. MAJOR PROVISIONS

A detailed article-by-article analysis of the Protocol may be found
in the Technical Explanation published by the Department of the
Treasury on July 10, 2008, which is reprinted in Annex I. In addi-
tion, the staff of the Joint Committee on Taxation prepared an
analysis of the Protocol, Document JCX-57-08 (July 8, 2008),
which was of great assistance to the committee in reviewing the
Protocol. A summary of the key provisions of the Protocol is set
forth below.

1. Arbitration

Among the most important features of this new Protocol with
Canada is a binding arbitration provision that would apply when
the Canadian and U.S. competent authorities are unable to resolve
a case in a timely fashion under the Mutual Agreement Procedure
in the current tax treaty with Canada. See Article 21. This type of
provision is a relatively recent innovation and has only been in-
cluded in two other U.S. bilateral income tax treaties, both of
which were approved by the Senate last year: a tax protocol with
Germany and a tax treaty with Belgium.2 The arbitration proce-
dure is sometimes referred to as “last best offer” arbitration or
“baseball arbitration”3 because each of the competent authorities
proposes one and only one figure for settlement and the arbitration
board must select one of those figures as the award. The arbitra-
tion decision is binding on both countries if the decision is accepted
by the taxpayer. The taxpayer,* however, has the right to reject the
decision and access, for example, the relevant country’s court sys-
tem. See Article 21(7)(e).

2. Interest

The Protocol would eliminate withholding taxes on certain cross-
border interest payments. See Article 6. This provision comes into
effect with respect to interest paid to unrelated parties on the first

1The 1980 Canadian Tax Treaty has been amended by protocols done on June 14, 1983 (Trea-
ty Doc. 98-7), March 28, 1984 (Treaty Doc. 98-22), March 17, 1995 (Treaty Doc. 104-4), and
July 29, 1997 (Treaty Doc. 105-29).

2The arbitration mechanism in the Canada Protocol is most like the mechanism found in the
Germany Tax Treaty, Treaty Doc. 109—20, which is similarly limited in its application to certain
articles of the treaty.

3 Referring to the arbitration method first introduced in the 1970 Collective Bargaining
Aglreement (CBA) of Major League Baseball and expanded in the 1973 CBA to include player
salaries.

4 A taxpayer is referred to as a “concerned person” in the treaty.
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day of January of the year in which the proposed Protocol enters
into force. The zero rate for interest paid to related persons would
be phased in over a three-year period. See Article 27(3)(d).

3. Dual-Resident Corporations

The Protocol would address the issue of so-called “dual-resident
corporations.” It provides that if such a company is created under
the laws in force in one treaty country but not under the laws in
force in the other treaty country, the company is deemed to be a
resident only of the first treaty country. See Article 2(1). If that
rule is inapplicable, the Protocol generally provides that the com-
petent authorities of the United States and Canada shall endeavor
to reach agreement on the treatment of such companies for pur-
poses of the treaty. In the absence of such agreement, the company
is not considered to be a resident of either treaty country for pur-
poses of its claiming any benefits under the treaty.

4. Permanent Establishment

In general, U.S. bilateral tax treaties attempt to ensure that a
person or entity is not subject to undue and overly burdensome tax-
ation in instances in which the taxpayer has minimal contacts with
the taxing jurisdiction. This is accomplished in the Treaty through
provisions under which the United States and Canada agree not to
tax business income derived from sources within either country by
residents of the other country unless the business activities in the
taxing country are substantial enough to constitute a permanent
establishment. See Article VII(1) of the Treaty. A permanent estab-
lishment is generally defined as “a fixed place of business through
which the business of a resident of a Contracting State is wholly
or partly carried on.” See Article V(1) of the Canada Tax Treaty.
Examples include a place of management, an office, branch, or fac-
tory. See Article V(2).

The Protocol, however, would amend Article V of the existing
treaty with Canada and effectively expand the definition of a per-
manent establishment in a way that would affect enterprises that
provide services. See Article 3. Specifically, an enterprise of one
country would be deemed to have a permanent establishment in
the other country if either (a) services are performed by an indi-
vidual who is present in the other country for at least 183 days
during any 12-month period and more than 50 percent of the enter-
prise’s gross active business revenues during that time is income
derived from those services or (b) the services are provided in the
other country for at least 183 days during any 12-month period
with respect to the same or a connected project for customers who
are residents of that country or who have a permanent establish-
ment there for which the services are provided. See Article 3(2).
Thus, an enterprise that met either of these criteria would be
deemed to have a permanent establishment in the treaty partner
country, even if it did not have a fixed place of business in that
country, and attributable business profits would be subject to tax
by that country.

As noted in relation to the Bulgaria Convention in Executive Re-
port 110-16, the United States has included similar provisions in
some of its tax treaties with developing nations, but this would be
the first time that such a provision would be included in a tax trea-
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ty with a developed nation. The provision addresses an issue that
has been the subject of litigation in Canada, and has the effect of
reversing a case that effectively limited Canada’s taxing authority’s
interpretation of “permanent establishment.”>

This special rule presents a number of administrative and com-
pliance challenges. For example, a number of the terms used in
this rule, such as what constitutes “presence” or a “connected
project” are ambiguous and require further clarification. In addi-
tion, when combined with Article XV of the Treaty, as amended by
Article 10(2) of the Protocol, additional complexities arise. Article
XV(1) of the Treaty, with certain exceptions, sets forth a general
rule that if an employee who is a resident of one treaty country
(the “residence country”) is working in the other treaty country (the
“employment country”), his or her salaries, wages, and other remu-
neration derived from the exercise of employment in that country
may be taxed by that country (the employment country). Notwith-
standing this general rule, Article XV(2) of the treaty provides that
the remuneration derived by the employee from the exercise of em-
ployment in the employment country shall be taxed only by the res-
idence country (and not the employment country) if (1) the employ-
ee’s remuneration does not exceed $10,000; or (2) the employee is
present in the employment country for 183 days or less in any 12-
month period commencing or ending in the taxable year concerned;
the remuneration is not paid by, or on behalf of, a person who is
a resident of the employment country; and the remuneration is not
“borne” by a permanent establishment in the employment country.
It is this final requirement (that the remuneration must not be
“borne” by a permanent establishment that the employer has in the
employment country), which interacts with the special rule in Arti-
cle 3(2) of the Protocol in a way that is likely to create problems
for some taxpayers.

In other words, the salaries, wages, and other remuneration de-
rived by an employee performing services through a permanent es-
tablishment arising under Article 3(2) of the Protocol would be sub-
ject, under Article XV of the Treaty to being taxed by the employ-
ment country, even if the other requirements of the exception in
Article XV(2) had been met. Thus, the interaction of these two pro-
visions increases the complexities associated with the special rule.
For example, such a scenario would mean that an employer and
the relevant employees would need to fulfill several tax-related ob-
ligations, including obtaining tax identification numbers and pro-
viding for the withholding of income taxes and other taxes as ap-
propriate that would cover the period beginning on the first day
such services were performed by such employee during the affected
year, despite the fact that they may not know whether the enter-
prise will be deemed to have a permanent establishment under the
treaty until perhaps 6 months into the relevant 12-month period,
and will therefore be subject to various taxes, including employ-
ment taxes, by the employment country reaching back to the begin-
ning of the relevant 12-month period.

5The provision effectively reverses the result of the Canadian Federal Court of Appeal deci-
sion in The Queen v. Dudney, 99 DTC 147 (T.C.C.C.), affd, 2000 DTC 6169 (F.C.A.), in which
a U.S. independent contractor was held not to have a Canadian “fixed base” (which the court
recognized to have substantially the same meaning as “permanent establishment”), even though
the contractor spent substantial time at his customer’s premises during the course of two con-
secutive calendar years.
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Another aspect of the rule that would appear to be difficult to
manage is that the 12-month period is not tied to a fiscal or cal-
endar year. Also, it is necessary to determine whether customers
in the employment country are residents or have a permanent es-
tablishment in that country. Some of the issues that may arise re-
sult from the fact that an enterprise with a deemed permanent es-
tablishment in another country that is not an actual fixed base is
unlikely to have the infrastructure in that other country to do the
things necessary to comply with the rules of the provision. For ex-
ample, such an enterprise is unlikely to keep in the employment
country a full set of financial records, or records tracking employ-
ees’ activities there.

The committee asked the Treasury Department a number of
questions regarding this provision in an attempt to gain greater in-
sight about its operation. These questions and answers can be
found in Annex II.

Fiscally Transparent and Hybrid Entities

Article 2(2) of the Protocol would amend Article IV of the existing
treaty to include a new paragraph 6 and 7, setting forth specific
rules for the treatment of certain income, profit, or gain derived
through or paid by fiscally transparent entities. The new para-
graph 6 would set forth a “positive” rule, which identifies scenarios
in which “income, profit or gain shall be considered to be derived
by a person who is a resident of a Contracting State.” The new
paragraph 7 would set forth a “negative” rule intended to prevent
the use of such entities to claim the benefits where the investors
are not subject to tax on the income in their state of residence. In
particular, paragraph 7 is aimed largely at curtailing the use of
certain legal entity structures that include hybrid fiscally trans-
parent entities, which, when combined with the selective use of
debt and equity, may facilitate the allowance of either (1) dupli-
cated interest deductions in the United States and Canada, or (2)
a single, internally generated, interest deduction in one country
without offsetting interest income in the other country. As noted by
the Joint Committee on Taxation in its explanation of the Protocol,
commentators have raised a question as to whether subparagraph
7(b) is too broad, because it could prevent legitimate business
structures that are not engaging in potentially abusive transactions
from taking advantage of benefits that would otherwise be avail-
able to them under the treaty.

The Treasury Department, in response to questions from the
committee, noted as follows regarding subparagraph 7(b):

Subparagraph 7(b) essentially denies benefits in cases in which the resi-
dence country treats a payment differently than the source country and
other conditions are met. The rule is broader than an analogous rule in
Treasury regulations issued pursuant to section 894 of the Internal Rev-
enue Code. The Treasury Department is aware that the scope of subpara-
graph 7(b) is potentially overbroad, especially in the case of non-deductible
payments. The Treasury Department has been discussing, and will continue
to discuss with Canada, whether to address this issue. The Treasury De-

partment does not contemplate incorporating such a rule in future tax trea-
ties.

Additional questions were asked by the committee of the Treas-
ury Department regarding this provision. These questions and an-
swers can be found in Annex II.



Pensions and Annuities

The Protocol would amend Article XVIII of the existing treaty,
mainly to address certain individual retirement accounts and cross-
border pension contributions and benefits accruals. Many of the
new rules are similar to those found in the U.S. Model Tax Treaty,
but several reflect the uniquely large cross-border flow of personal
services between Canada and the United States, including a large
number of cross-border commuters. These rules are intended to re-
move barriers to the flow of personal services between the two
countries that could otherwise result from discontinuities under the
laws of each country regarding the deductibility of pension con-
tributions and the taxation of a pension plan’s earnings and accre-
tions in value. In addition, the Protocol would add a new provision
to address the source of certain annuity or life insurance payments
made by branches of insurance companies.

Limitation on Benefits

The Protocol would replace the Limitation on Benefits article in
the existing treaty (Article XXIX A) with a new article that reflects
the anti-treaty shopping provisions included in the U.S. Model
treaty and more recent U.S. income tax treaties. The rules in the
existing treaty are not reciprocal and can only be applied by the
United States. The new rules are stronger and reciprocal.

Exchange of Information

The Protocol would replace Article XXVII of the existing treaty,
which deals with the exchange of tax information, with an article
on the same subject that is similar to what appears in the 2006
U.S. Model Tax Treaty. The new rules generally provide that the
two competent authorities will exchange such information as may
be relevant in carrying out the provisions of the domestic laws of
the United States and Canada concerning taxes to which the treaty
applies, to the extent the taxation under those laws is not contrary
to the treaty.

IV. ENTRY INTO FORCE

The United States and Canada shall notify each other in writing
through diplomatic channels when their respective applicable pro-
cedures for the entry into force of this Protocol have been satisfied.
This Protocol shall enter into force on the date of the later of these
notifications. The various provisions of this Protocol will have effect
as described in paragraphs 2 and 3 of Article 27.

V. IMPLEMENTING LEGISLATION

As is the case generally with income tax treaties, the Protocol is
self-executing and does not require implementing legislation for the
United States.

VI. COMMITTEE ACTION

The committee held a public hearing on the Protocol on July 10,
2008. Testimony was received from Mr. Michael Mundaca, Deputy
Assistant Secretary (International), Office of Tax Policy, U.S. De-
partment of the Treasury and Ms. Emily S. McMahon, Deputy
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Chief of Staff to the Joint Committee on Taxation. A transcript of
this hearing can be found in Annex II.

On July 29, 2008, the committee considered the Protocol and or-
dered it favorably reported by voice vote, with a quorum present
and without objection.

VII. COMMITTEE RECOMMENDATION AND COMMENTS

The Committee on Foreign Relations believes that the Protocol
will stimulate increased trade and investment, substantially deny
treaty-shoppers the benefits of this tax treaty, and promote closer
co-operation between the United States and Canada. The com-
mittee therefore urges the Senate to act promptly to give advice
and consent to ratification of the Protocol, as set forth in this re-
port and the accompanying resolution of advice and consent.

A. SPECIAL PERMANENT ESTABLISHMENT RULE FOR SERVICES

As discussed in Section III, the Protocol includes a special rule
that would effectively expand the standard definition of a perma-
nent establishment in a way that affects enterprises that provide
services. This provision also appears in the Tax Convention with
Bulgaria that is before the Senate, and presents a number of seri-
ous administrative and compliance challenges to service enterprises
that may be subject to the rule.

The Treasury Department has made clear in testimony before
the committee that the inclusion of this provision in the Conven-
tion and the Tax Protocol with Canada “does not reflect a change
in U.S. tax treaty policy, and inclusion of such a provision in the
U.S. Model is not being considered.” The committee welcomes this
statement and urges the Treasury Department to avoid including
such a provision in future tax treaties, but particularly in treaties
with developed nations for which there is no articulated rationale
for its inclusion.

In addition, the Treasury Department indicated that there have
been ongoing discussions with Canada “regarding the interpreta-
tion and application of the new rule concerning the taxation of
services” and that “additional guidance with respect to the services
rule included in both the proposed Protocol with Canada and the
Convention with Bulgaria is needed to provide more certainty to
taxpayers.” In the committee’s view, such discussions are crucial,
particularly given the significant cross-border trade with Canada
and the impact that such an unwieldy rule can have on businesses
operating in both countries. The committee urges the Treasury De-
partment to produce guidance on the rule’s application, including
ways in which enterprises might approach their compliance, as
soon as is feasible and to keep the committee posted on its
progress.

B. ARBITRATION

Report on Arbitration

The committee recognizes the potential value that the binding
arbitration mechanism contained in the Protocol has with respect
to the effective implementation and enforcement of the Tax Treaty
with Canada and commends the Department’s work in its develop-
ment. Under the current treaty, disputes between the competent
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authorities have gone unresolved for extended periods of time, bur-
dening taxpayers and encumbering capital that could be put to
more productive use. Delays in resolving disputes can also have the
consequence of slowing payments by taxpayers, thereby depriving
the U.S. Treasury of revenue. The inclusion of such a provision is,
however, a new development in tax treaties and thus, the com-
mittee has included a reporting requirement in the resolution of
advice and consent that is intended to help the committee deter-
?inedwhether the mechanism is functioning as anticipated and
oped.

The report required by the Resolution of advice and consent has
two parts. The first part requires the Secretary of the Treasury to
transmit to this committee, the Committee on Finance, and the
Joint Committee on Taxation the texts of the rules of procedure
that are ultimately developed and applicable to the arbitration
boards established pursuant to the Canada, Germany, and Belgium
tax treaties, including conflict of interest rules to be applied to
members of the arbitration board. The second part requires specific
data on the arbitrations conducted pursuant to the Canada, Ger-
many, and Belgium tax treaties. This information, which will be
provided by the Secretary of the Treasury on an annual basis for
a total of six years, is designed to help the committee evaluate the
operation of the mandatory arbitration mechanism set forth in the
three tax treaties. Because this data is potentially subject to U.S.
law that provides for the confidentiality of taxpayer returns and re-
turn information, the Resolution requires the report containing this
data to be provided only to the Committee on Finance and to the
Joint Committee on Taxation. The Resolution is itself intended to
constitute a written request for taxpayer information in accordance
with the requirements of 26 U.S.C. §6103(f)(1), but as a matter of
practice, the Treasury Department should advise the chairman of
the Committee on Finance and the chairman of the Joint Com-
mittee on Taxation when the reporting requirement is initially trig-
gered (60 days after a determination has been reached by an arbi-
tration board in the tenth arbitration proceeding conducted pursu-
ant to either this Protocol, the 2006 German Protocol, or the Bel-
gium Convention) so that the chairmen can formalize the request
in writing, in order to comply with taxpayer disclosure law. It is
the committee’s expectation that the report will help to inform the
Joint Committee on Taxation’s analysis of the operation of the arbi-
tration mechanism, and that the analysis will then be shared with
this committee in a manner consistent with U.S. taxpayer confiden-
tiality law.

Should this committee determine that it has a need to view the
data contained in the report itself, it may avail itself of the statu-
tory mechanism under 26 U.S.C. §6103(f)(3). It should also be un-
derstood that the committee and the Joint Committee on Taxation
may request further information, beyond that included in the re-
port, if it is needed to evaluate the arbitration mechanism.

Comments on Arbitration for the Future

The committee made a number of comments regarding issues
that might be addressed in future arbitration provisions by the
Treasury Department in the committee’s Executive Report on the
Protocol Amending the Tax Convention with Germany, which are
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equally relevant to the arbitration mechanism in this Protocol.6 In
particular, the committee offered specific comments regarding 1)
Taxpayer Input; 2) Treaty Interpretation; and 3) the Selection of
Arbiters.

In response to committee questions regarding why these com-
ments were not reflected in this Protocol, the Treasury Department
testified that the arbitration provision in the Protocol with Canada
had already been negotiated at the time the committee provided its
comments to the Department and thus, it was not possible to take
them into account in this Protocol. The Treasury Department fur-
ther indicated that “the committee’s concerns have been and will
continue to be considered in any arbitration negotiations the Treas-
ury Department conducts.” The committee expects that the next
treaty with a mandatory arbitration mechanism will address the
committee’s comments and concerns.

C. FISCALLY TRANSPARENT AND HYBRID ENTITY PROVISIONS

As noted in Section III above, Article 2(2) of the Protocol would
amend Article IV of the existing treaty to include a new paragraph
6 and 7, setting forth specific rules for the treatment of certain in-
come, profit, or gain derived through or paid by fiscally transparent
entities. The new paragraph 7 is intended to prevent the use of fis-
cally transparent entities to claim the benefits when the investors
are not subject to tax on the income in their state of residence. As
discussed above and described at length in questions for the record
included in Annex II, the scope of paragraph 7(b) is potentially
overbroad, especially in the case of non-deductible payments, so
that in some circumstances a legitimate business structure that is
not engaging in potentially abusive transactions would be pre-
vented from taking advantage of benefits that should be available
to them under the treaty. The Treasury Department noted in testi-
mony before the committee that it “has been discussing, and will
continue to discuss with Canada, whether to address this issue.
The Treasury Department does not contemplate incorporating such
a rule in future tax treaties.” The committee welcomes this state-
ment and urges the Treasury Department to address this issue
with Canada as soon as possible.

D. DUAL-RESIDENT CORPORATIONS

As noted in Section III above, the Protocol would address the
issue of so-called “dual-resident corporations” by providing that if
such a company is created under the laws in force in one treaty
country but not under the laws in force in the other treaty country,
the company is deemed to be a resident only of the first treaty
country. See Article 2(1). If that rule is inapplicable, the Protocol
generally provides that the competent authorities of the United
States and Canada shall endeavor to reach agreement on the treat-
ment of such companies for purposes of the treaty. In the absence
of such agreement, the company is not considered to be a resident
of either treaty country for purposes of its claiming any benefits
under the treaty.

The committee recognizes that the new rule is likely to be helpful
in addressing abuse of the existing treaty by certain companies.

6 See Exec. Rept. 110-5 at pp. 7-9.
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Nevertheless, the rule appears to have some drawbacks. For exam-
ple, application of the dual-residency rule in the Protocol would not
be equitable with respect to a corporation that was organized under
the laws of the United States many years ago and has long since
ceased to have significant contacts with the United States, but in-
stead is managed and controlled in Canada. In response to ques-
tions from the committee on this point, the Treasury Department
noted that it “[i]t has been a longstanding treaty policy of the
United States to place significant weight on the place of incorpora-
tion when addressing questions of dual corporate residence. How-
ever, we have included in other agreements, for example in our
agreement with the United Kingdom and the proposed Bulgaria
and Iceland agreements, provisions directing the Competent Au-
thorities to endeavor to determine for treaty purposes the residence
of dual resident corporations.” The committee supports the Treas-
ury Department’s efforts to cut down on treaty abuse, but rec-
ommends that when including such a rule in future, the Competent
Authorities be afforded the discretion to override a strict applica-
tion of the rule when the result would be inequitable.

E. RESOLUTION

The committee has included in the resolutions of advice and con-
sent one condition, which is a report on the arbitration mechanism
in the Protocol and in the Belgium and German Tax treaties, which
is discussed above, and one declaration, which is the same for each
treaty and is discussed below.

Declaration

The committee has included a proposed declaration, which states
that the Protocol is self-executing, as is the case generally with in-
come tax treaties. The committee has in the past included such a
statement in the committee’s report, but in light of the recent Su-
preme Court decision, Medellin v. Texas, 128 S. Ct. 1346 (2008),
the committee has determined that a clear statement in the Reso-
lution is warranted. A further discussion of the committee’s views
on this matter can be found in Section VIII of Executive Report
110-12.

VIII. RESOLUTION OF ADVICE AND CONSENT TO RATIFICATION

Resolved (two-thirds of the Senators present concurring therein),

SECTION 1. SENATE ADVICE AND CONSENT SUBJECT TO A DECLARA-
TION AND A CONDITION

The Senate advises and consents to the ratification of the Pro-
tocol Amending the Convention between the United States of
America and Canada with Respect to Taxes on Income and on Cap-
ital done at Washington on September 26, 1980, as Amended by
the Protocols done on June 14, 1983, March 28, 1984, March 17,
1995, and July 29, 1997, signed on September 21, 2007, at Chelsea
(the “Protocol”) (Treaty Doc. 110-15), subject to the declaration of
section 2 and the condition of section 3.

SECTION 2. DECLARATION
The advice and consent of the Senate under section 1 is subject

to the following declaration:
This Convention is self-executing.
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SECTION 3. CONDITION
The advice and consent of the Senate under section 1 is subject
to the following condition:

Report.

1. Not later than two years from the date on which this Protocol
enters into force and prior to the first arbitration conducted pursu-
ant to the binding arbitration mechanism provided for in this Pro-
tocol, the Secretary of Treasury shall transmit the text of the rules
of procedure applicable to arbitration boards, including conflict of
interest rules to be applied to members of the arbitration board, to
the committees on Finance and Foreign Relations of the Senate
and the Joint Committee on Taxation.

The Secretary of Treasury shall also, prior to the first arbitration
conducted pursuant to the binding arbitration mechanism provided
for in the 2006 Protocol Amending the Convention between the
United States of America and the Federal Republic of Germany for
the Avoidance of Double Taxation and the Prevention of Fiscal
Evasion with Respect to Taxes on Income and Capital and to Cer-
tain Other Taxes (the “2006 German Protocol”) (Treaty Doc. 109—
20) and the Convention between the Government of the United
States of America and the Government of the Kingdom of Belgium
for the Avoidance of Double Taxation and the Prevention of Fiscal
Evasion with Respect to Taxes on Income, and accompanying pro-
tocol (the “Belgium Convention”) (Treaty Doc. 110-3), transmit the
text of the rules of procedure applicable to the first arbitration
board agreed to under each treaty to the committees on Finance
and Foreign Relations of the Senate and the Joint Committee on
Taxation.

2. 60 days after a determination has been reached by an arbitra-
tion board in the tenth arbitration proceeding conducted pursuant
to either this Protocol, the 2006 German Protocol, or the Belgium
Convention, the Secretary of Treasury shall prepare and submit a
detailed report to the Joint Committee on Taxation and the Com-
mittee on Finance of the Senate, subject to law relating to taxpayer
confidentiality, regarding the operation and application of the arbi-
tration mechanism contained in the aforementioned treaties. The
report shall include the following information:

I. The aggregate number, for each treaty, of cases pending
on the respective dates of entry into force of this Protocol, the
2006 German Protocol, or the Belgium Convention, along with
the following additional information regarding these cases:

a. The number of such cases by treaty article(s) at issue;

b. The number of such cases that have been resolved by
the competent authorities through a mutual agreement as
of the date of the report; and

c¢. The number of such cases for which arbitration pro-
ceedings have commenced as of the date of the report.

II. A list of every case presented to the competent authorities
after the entry into force of this Protocol, the 2006 German
Protocol, or the Belgium Convention, with the following infor-
mation regarding each and every case:

a. The commencement date of the case for purposes of
determining when arbitration is available;
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b. Whether the adjustment triggering the case, if any,
was made by the United States or the relevant treaty part-
ner and which competent authority initiated the case;

c. Which treaty the case relates to;

d. The treaty article(s) at issue in the case;

e. The date the case was resolved by the competent au-
thorities through a mutual agreement, if so resolved;

f. The date on which an arbitration proceeding com-
menced, if an arbitration proceeding commenced; and

g. The date on which a determination was reached by
the arbitration board, if a determination was reached, and
an indication as to whether the board found in favor of the
United States or the relevant treaty partner.

III. With respect to each dispute submitted to arbitration
and for which a determination was reached by the arbitration
board pursuant to this Protocol, the 2006 German Protocol, or
the Belgium Convention, the following information shall be in-
cluded:

a. An indication as to whether the determination of the
arbitration board was accepted by each concerned person;

b. The amount of income, expense, or taxation at issue
in the case as determined by reference to the filings that
were sufficient to set the commencement date of the case
fordpurposes of determining when arbitration is available;
an

c¢. The proposed resolutions (income, expense, or tax-
ation) submitted by each competent authority to the arbi-
tration board.

3. The Secretary of Treasury shall, in addition, prepare and sub-
mit the detailed report described in paragraph (2) on March 1 of
the year following the year in which the first report is submitted
to the Joint Committee on Taxation and the Committee on Finance
of the Senate, and on an annual basis thereafter for a period of five
years. In each such report, disputes that were resolved, either by
a mutual agreement between the relevant competent authorities or
by a determination of an arbitration board, and noted as such in
prior reports may be omitted.



13

IX. ANNEX I.—TECHNICAL EXPLANATION

TECHNICAL EXPLANATION OF THE PROTOCOL DONE AT CHELSEA ON
SEPTEMBER 21, 2007 AMENDING THE CONVENTION BETWEEN THE
UNITED STATES OF AMERICA AND CANADA WITH RESPECT TO TAXES
ON INCOME AND ON CAPITAL DONE AT WASHINGTON ON SEPTEMBER
26, 1980, AS AMENDED BY THE PROTOCOLS DONE ON JUNE 14, 1983,
MARCH 28, 1994, MARCH 17, 1995, AND JULY 29, 1997

INTRODUCTION

This is a Technical Explanation of the Protocol signed at Chelsea
on September 21, 2007 (the “Protocol”), amending the Convention
between the United States of America and Canada with Respect to
Taxes on Income and on Capital done at Washington on September
26, 1980, as amended by the Protocols done on June 14, 1983,
March 28, 1994, March 17, 1995, and July 29, 1997 (the “existing
Convention”). The existing Convention as modified by the Protocol
shall be referred to as the “Convention.”

Negotiation of the Protocol took into account the U.S. Treasury
Department’s current tax treaty policy and the Treasury Depart-
ment’s Model Income Tax Convention, published on November 15,
2006 (the “U.S. Model”). Negotiations also took into account the
Model Tax Convention on Income and on Capital, published by the
Organisation for Economic Cooperation and Development (the
“OECD Model”), and recent tax treaties concluded by both coun-
tries.

The Technical Explanation is an official United States guide to
the Protocol. The Government of Canada has reviewed this docu-
ment and subscribes to its contents. In the view of both govern-
ments, this document accurately reflects the policies behind par-
ticular Protocol provisions, as well as understandings reached with
respect to the application and interpretation of the Protocol and the
Convention.

References made to the “existing Convention” are intended to put
various provisions of the Protocol into context. The Technical Ex-
planation does not, however, provide a complete comparison be-
tween the provisions of the existing Convention and the amend-
ments made by the Protocol. The Technical Explanation is not in-
tended to provide a complete guide to the existing Convention as
amended by the Protocol. To the extent that the existing Conven-
tion has not been amended by the Protocol, the prior technical ex-
planations of the Convention remain the official explanations. Ref-
erences in this Technical Explanation to “he” or “his” should be
read to mean “he or she” or “his or her.” References to the “Code”
are to the Internal Revenue Code.

On the date of signing of the Protocol, the United States and
Canada exchanged two sets of diplomatic notes. Each of these notes
sets forth provisions and understandings related to the Protocol
and the Convention, and comprises an integral part of the overall
agreement between the United States and Canada. The first note,
the “Arbitration Note,” relates to the implementation of new para-
graphs 6 and 7 of Article XXVI (Mutual Agreement Procedure),
which provide for binding arbitration of certain disputes between
the competent authorities. The second note, the “General Note,” re-
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lates more generally to issues of interpretation or application of
various provisions of the Protocol.

ARTICLE 1

Article 1 of the Protocol adds subparagraph 1(k) to Article III
(General Definitions) to address the definition of “national” of a
Contracting State as used in the Convention. The Contracting
States recognize that Canadian tax law does not draw distinctions
based on nationality as such. Nevertheless, at the request of the
United States, the definition was added and contains references to
both citizenship and nationality. The definition includes any indi-
vidual possessing the citizenship or nationality of a Contracting
State and any legal person, partnership or association whose status
is determined by reference to the laws in force in a Contracting
State. The existing Convention contains one reference to the term
“national” in paragraph 1 of Article XXVI (Mutual Agreement Pro-
cedure). The Protocol adds another reference in paragraph 1 of Ar-
ticle XXV (Non-Discrimination) to ensure that nationals of the
United States are covered by the non-discrimination provisions of
the Convention. The definition added by the Protocol is consistent
with the definition provided in other U.S. tax treaties.

The General Note provides that for purposes of paragraph 2 of
Article III, as regards the application at any time of the Conven-
tion, any term not defined in the Convention shall, unless the con-
text otherwise requires or the competent authorities otherwise
agree to a common meaning pursuant to Article XXVI (Mutual
Agreement Procedure), have the meaning which it has at that time
under the law of that State for the purposes of the taxes to which
the Convention apply, any meaning under the applicable tax laws
of that State prevailing over a meaning given to the term under
other laws of that State.

ARTICLE 2

Article 2 of the Protocol replaces paragraph 3 of Article IV (Resi-
dence) of the existing Convention to address the treatment of so-
called dual resident companies. Article 2 of the Protocol also adds
new paragraphs 6 and 7 to Article IV to determine whether income
is considered to be derived by a resident of a Contracting State
when such income is derived through a fiscally transparent entity.

Paragraph 3 of Article IV—Dual resident companies

Paragraph 3, which addresses companies that are otherwise con-
sidered resident in each of the Contracting States, is replaced. The
provisions of paragraph 3, and the date upon which these provi-
sions are effective, are consistent with an understanding reached
between the United States and Canada on September 18, 2000, to
clarify the residence of a company under the Convention when the
company has engaged in a so-called corporate “continuance” trans-
action. The paragraph applies only where, by reason of the rules
set forth in paragraph 1 of Article IV (Residence), a company is a
resident of both Contracting States.

Subparagraph 3(a) provides a rule to address the situation when
a company is a resident of both Contracting States but is created
under the laws in force in only one of the Contracting States. In
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such a case, the rule provides that the company is a resident only
of the Contracting State under which it is created. For example, if
a company is incorporated in the United States but the company
is also otherwise considered a resident of Canada because the com-
pany is managed in Canada, subparagraph 3(a) provides that the
company shall be considered a resident only of the United States
for purposes of the Convention. Subparagraph 3(a) is intended to
operate in a manner similar to the first sentence of former para-
graph 3. However, subparagraph 3(a) clarifies that such a company
must be considered created in only one of the Contracting States
to fall within the scope of subparagraph 3(a). In some cases, a com-
pany may engage in a corporate continuance transaction and retain
its charter in the Contracting State from which it continued, while
also being considered as created in the State to which the company
continued. In such cases, the provisions of subparagraph 3(a) shall
not apply because the company would be considered created in both
of the Contracting States.

Subparagraph 3(b) addresses all cases involving a dual resident
company that are not addressed in subparagraph 3(a). Thus, sub-
paragraph 3(b) applies to continuance transactions occurring be-
tween the Contracting States if, as a result, a company otherwise
would be considered created under the laws of each Contracting
State, e.g., because the corporation retained its charter in the first
State. Subparagraph 3(b) would also address so-called serial con-
tinuance transactions where, for example, a company continues
from one of the Contracting States to a third country and then con-
tinues into the other Contracting State without having ceased to be
treated as resident in the first Contracting State.

Subparagraph 3(b) provides that if a company is considered to be
a resident of both Contracting States, and the residence of such
company is not resolved by subparagraph 3(a), then the competent
authorities of the Contracting States shall endeavor to settle the
question of residency by a mutual agreement procedure and deter-
mine the mode of application of the Convention to such company.
Subparagraph 3(b) also provides that in the absence of such agree-
ment, the company shall not be considered a resident of either Con-
tracting State for purposes of claiming any benefits under the Con-
vention.

Paragraphs 6 and 7 of Article IV—income, profit, or gain derived
through fiscally transparent entities

New paragraphs 6 and 7 are added to Article IV to provide spe-
cific rules for the treatment of amounts of income, profit or gain de-
rived through or paid by fiscally transparent entities such as part-
nerships and certain trusts. Fiscally transparent entities, as ex-
plained more fully below, are in general entities the income of
which is taxed at the beneficiary, member, or participant level. En-
tities that are subject to tax, but with respect to which tax may be
relieved under an integrated system, are not considered fiscally
transparent entities. Entities that are fiscally transparent for U.S.
tax purposes include partnerships, common investment trusts
under section 584, grantor trusts, and business entities such as a
limited liability company (“LLC”) that is treated as a partnership
or is disregarded as an entity separate from its owner for U.S. tax
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purposes. Entities falling within this description in Canada are (ex-
cept to the extent the law provides otherwise) partnerships and
what are known as “bare” trusts.

United States tax law also considers a corporation that has made
a valid election to be taxed under Subchapter S of Chapter 1 of the
Internal Revenue Code (an “S corporation”) to be fiscally trans-
parent within the meaning explained below. Thus, if a U.S. resi-
dent derives income from Canada through an S corporation, the
U.S. resident will under new paragraph 6 be considered for pur-
poses of the Convention as the person who derived the income. Ex-
ceptionally, because Canada will ordinarily accept that an S cor-
poration is itself resident in the United States for purposes of the
Convention, Canada will allow benefits under the Convention to
the S corporation in its own right. In a reverse case, however—that
is, where the S corporation is owned by a resident of Canada and
has U. S.-source income, profits or gains—the Canadian resident
will not be considered as deriving the income by virtue of subpara-
graph 7 (a) as Canada does not see the S corporation as fiscally
transparent.

Under both paragraph 6 and paragraph 7, it is relevant whether
the treatment of an amount of income, profit or gain derived by a
person through an entity under the tax law of the residence State
is “the same as its treatment would be if that amount had been de-
rived directly.” For purposes of paragraphs 6 and 7, whether the
treatment of an amount derived by a person through an entity
under the tax law of the residence State is the same as its treat-
ment would be if that amount had been derived directly by that
person shall be determined in accordance with the principles set
forth in Code section 894 and the regulations under that section
concerning whether an entity will be treated as fiscally transparent
with respect to an item of income received by the entity. Treas.
Reg. section 1.894-1(d)(3)(iii) provides that an entity will be fiscally
transparent under the laws of an interest holder’s jurisdiction with
respect to an item of income to the extent that the laws of that ju-
risdiction require the interest holder resident in that jurisdiction to
separately take into account on a current basis the interest holder’s
respective share of the item of income paid to the entity, whether
or not distributed to the interest holder, and the character and
source of the item in the hands of the interest holder are deter-
mined as if such item were realized directly from the source from
which realized by the entity. Although Canada does not have anal-
ogous provisions in its domestic law, it is anticipated that prin-
ciples comparable to those described above will apply.

Paragraph 6

Under paragraph 6, an amount of income, profit or gain is con-
sidered to be derived by a resident of a Contracting State (resi-
dence State) if 1) the amount is derived by that person through an
entity (other than an entity that is a resident of the other Con-
tracting State (source State), and 2) by reason of that entity being
considered fiscally transparent under the laws of the residence
State, the treatment of the amount under the tax law of the resi-
dence State is the same as its treatment would be if that amount
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had been derived directly by that person. These two requirements
are set forth in subparagraphs 6(a) and 6(b), respectively.

For example, if a U.S. resident owns a French entity that earns
Canadian-source dividends and the entity is considered fiscally
transparent under U.S. tax law, the U.S. resident is considered to
derive the Canadian-source dividends for purposes of Article IV
(and thus, the dividends are considered as being “paid to” the resi-
dent) because the U.S. resident is considered under the tax law of
the United States to have derived the dividend through the French
entity and, because the entity is treated as fiscally transparent
under U.S. tax law, the treatment of the income under U.S. tax law
is the same as its treatment would be if that amount had been de-
rived directly by the U.S. resident. This result obtains even if the
French entity is viewed differently under the tax laws of Canada
or of France (i.e., the French entity is treated under Canadian law
or under French tax law as not fiscally transparent).

Similarly, if a Canadian resident derives U. S.-source income,
profit or gain through an entity created under Canadian law that
is considered a partnership for Canadian tax purposes but a cor-
poration for U.S. tax purposes, U. S.-source income, profit or gain
derived through such entity by the Canadian resident will be con-
sidered to be derived by the Canadian resident in considering the
application of the Convention.

Application of paragraph 6 and related treaty provisions by Canada

In determining the entitlement of a resident of the United States
to the benefits of the Convention, Canada shall apply the Conven-
tion within its own legal framework.

For example, assume that from the perspective of Canadian law
an amount of income is seen as being paid from a source in Canada
to USLLC, an entity that is entirely owned by U.S. persons and is
fiscally transparent for U.S. tax purposes, but that Canada con-
siders a corporation and, thus, under Canadian law, a taxpayer in
its own right. Since USLLC is not itself taxable in the United
States, it is not considered to be a U.S. resident under the Conven-
tion; but for new paragraph 6 Canada would not apply the Conven-
tion in taxing the income.

If new paragraph 6 applies in respect of an amount of income,
profit or gain, such amount is considered as having been derived
by one or more U.S. resident shareholders of USLLC, and Canada
shall grant benefits of the Convention to the payment to USLLC
and eliminate or reduce Canadian tax as provided in the Conven-
tion. The effect of the rule is to suppress Canadian taxation of
USLLC to give effect to the benefits available under the Conven-
tion to the U.S. residents in respect of the particular amount of in-
come, profit or gain.

However, for Canadian tax purposes, USLLC remains the only
“visible” taxpayer in relation to this amount. In other words, the
Canadian tax treatment of this taxpayer (USLLC) is modified be-
cause of the entitlement of its U.S. resident shareholders to bene-
fits under the Convention, but this does not alter USLLC’s status
under Canadian law. Canada does not, for example, treat USLLC
as though it did not exist, substituting the shareholders for it in
the role of taxpayer under Canada’s system.
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Some of the implications of this are as follows. First, Canada will
not require the shareholders of USLLC to file Canadian tax returns
in respect of income that benefits from new paragraph 6. Instead,
USLLC itself will file a Canadian tax return in which it will claim
the benefit of the paragraph and supply any documentation re-
quired to support the claim. (The Canada Revenue Agency will sup-
ply additional practical guidance in this regard, including instruc-
tions for seeking to establish entitlement to Convention benefits in
advance of payment.) Second, as is explained in greater detail
below, if the income in question is business profits, it will be nec-
essary to determine whether the income was earned through a per-
manent establishment in Canada. This determination will be based
on the presence and activities in Canada of USLLC itself, not of its
shareholders acting in their own right.

Determination of the existence of a permanent establishment from
the business activities of a fiscally transparent entity

New paragraph 6 applies not only in respect of amounts of divi-
dends, interest and royalties, but also profit (business income),
gains and other income. It may thus be relevant in cases where a
resident of one Contracting State carries on business in the other
State through an entity that has a different characterization in
each of the two Contracting States.

Application of new paragraph 6 and the provisions of Article V
(Permanent Establishment) by CanadaAssume, for instance, that a
resident of the United States is part owner of a U.S. limited liabil-
ity company (USLLC) that is treated in the United States as a fis-
cally transparent entity, but in Canada as a corporation. Assume
one of the other two shareholders of USLLC is resident in a coun-
try that does not have a tax treaty with Canada and that the re-
maining shareholder is resident in a country with which Canada
does have a tax treaty, but that the treaty does not include a provi-
sion analogous to paragraph 6.

Assume further that USLLC carries on business in Canada, but
does not do so through a permanent establishment there. (Note
that from the Canadian perspective, the presence or absence of a
permanent establishment is evaluated with respect to USLLC only,
which Canada sees as a potentially taxable entity in its own right.)
Regarding Canada’s application of the provisions of the Convention,
the portion of USLLC’s profits that belongs to the U.S. resident
shareholder will not be taxable in Canada, provided that the U.S.
resident meets the Convention’s limitation on benefits provisions.
Under paragraph 6, that portion is seen as having been derived by
the U.S. resident shareholder, who is entitled to rely on Article VII
(Business Profits). The balance of USLLC’s profits will, however,
remain taxable in Canada. Since USLLC is not itself resident in
the United States for purposes of the Convention, in respect of that
portion of its profits that is not considered to have been derived by
a U.S. resident (or a resident of another country whose treaty with
Canada includes a rule comparable to paragraph 6) it is not rel-
evant whether or not it has a permanent establishment in Canada.

Another example would be the situation where a USLLC that is
wholly owned by a resident of the U.S. carries on business in Can-
ada through a permanent establishment. If the USLLC is fiscally
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transparent for U.S. tax purposes (and therefore, the conditions for
the application of paragraph 6 are satisfied) then the USLLC’s
profits will be treated as having been derived by its U.S. resident
owner inclusive of all attributes of that income (e.g., such as having
been earned through a permanent establishment). However, since
the USLLC remains the only “visible” taxpayer for Canadian tax
purposes, it is the USLLC, and not the U.S. shareholder, that is
subject to tax on the profits that are attributable to the permanent
establishment.

Application of new paragraph 6 and the provisions of Article V
(Permanent Establishment) by the United States

It should be noted that in the situation where a person is consid-
ered to derive income through an entity, the United States looks
in addition to such person’s activities in order to determine wheth-
er he has a permanent establishment. Assume that a Canadian
resident and a resident in a country that does not have a tax treaty
with the United States are owners of CanLP. Assume further that
Can LP is an entity that is considered fiscally transparent for Ca-
nadian tax purposes but is not considered fiscally transparent for
U.S. tax purposes, and that CanLP carries on business in the
United States. If CanLP carries on the business through a perma-
nent establishment, that permanent establishment may be attrib-
uted to the partners. Moreover, in determining whether there is a
permanent establishment, the activities of both the entity and its
partners will be considered. If CanLP does not carry on the busi-
ness through a permanent establishment, the Canadian resident,
who derives income through the partnership, may claim the bene-
fits of Article VII (Business Profits) of the Convention with respect
to such income, assuming that the income is not otherwise attrib-
utable to a permanent establishment of the partner. In any case,
the third country partner cannot claim the benefits of Article VII
of the Convention between the United States and Canada.

Paragraph 7

Paragraph 7 addresses situations where an item of income, profit
or gain is considered not to be paid to or derived by a person who
is a resident of a Contracting State. The paragraph is divided into
two subparagraphs.

Under subparagraph 7(a), an amount of income, profit or gain is
considered not to be paid to or derived by a person who is a resi-
dent of a Contracting State (the residence State) if (1) the other
Contracting State (the source State) views the person as deriving
the amount through an entity that is not a resident of the resi-
dence State, and (2) by reason of the entity not being treated as
fiscally transparent under the laws of the residence State, the
treatment of the amount under the tax law of the residence State
is not the same as its treatment would be if that amount had been
derived directly by the person.

For example, assume USCo, a company resident in the United
States, is a part owner of CanLP, an entity that is considered fis-
cally transparent for Canadian tax purposes, but is not considered
fiscally transparent for U.S. tax purposes. CanLP receives a divi-
dend from a Canadian company in which it owns stock. Under Ca-
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nadian tax law USCo is viewed as deriving a Canadian-source divi-
dend through CanLP. For U.S. tax purposes, CanLP, and not
USCo, is viewed as deriving the dividend. Because the treatment
of the dividend under U.S. tax law in this case is not the same as
the treatment under U.S. law if USCo derived the dividend di-
rectly, subparagraph 7(a) provides that USCo will not be consid-
ered as having derived the dividend. The result would be the same
if CanLP were a third-country entity that was viewed by the
United States as not fiscally transparent, but was viewed by Can-
ada as fiscally transparent. Similarly, income from U.S. sources re-
ceived by an entity organized under the laws of the United States
that is treated for Canadian tax purposes as a corporation and is
owned by shareholders who are residents of Canada is not consid-
ered derived by the shareholders of that U.S. entity even if, under
U.S. tax law, the entity is treated as fiscally transparent.

Subparagraph 7(b) provides that an amount of income, profit or
gain is not considered to be paid to or derived by a person who is
a resident of a Contracting State (the residence State) where the
person is considered under the tax law of the other Contracting
State (the source State) to have received the amount from an entity
that is a resident of that other State (the source State), but by rea-
son of the entity being treated as fiscally transparent under the
laws of the Contracting State of which the person is resident (the
residence State), the treatment of such amount under the tax law
of that State (the residence State) is not the same as the treatment
would be if that entity were not treated as fiscally transparent
under the laws of that State (the residence State).

That is, under subparagraph 7(b), an amount of income, profit or
gain is not considered to be paid to or derived by a resident of a
Contracting State (the residence State) if: (1) the other Contracting
State (the source State) views such person as receiving the amount
from an entity resident in the source State; (2) the entity is viewed
as fiscally transparent under the laws of the residence State; and
(3) by reason of the entity being treated as fiscally transparent
under the laws of the residence State, the treatment of the amount
received by that person under the tax law of the residence State
is not the same as its treatment would be if the entity were not
treated as fiscally transparent under the laws of the residence
State.

For example, assume that USCo, a company resident in the
United States is the sole owner of CanCo, an entity that is consid-
ered under Canadian tax law to be a corporation that is resident
in Canada but is considered under U.S. tax law to be disregarded
as an entity separate from its owner. Assume further that USCo
is considered under Canadian tax law to have received a dividend
from CanCo.

In such a case, Canada, the source State, views USCo as receiv-
ing income (i.e., a dividend) from a corporation that is a resident
of Canada (CanCo), CanCo is viewed as fiscally transparent under
the laws of the United States, the residence State, and by reason
of CanCo being disregarded under U.S. tax law, the treatment
under U.S. tax law of the payment is not the same as its treatment
would be if the entity were regarded as a corporation under U.S.
tax law. That is, the payment is disregarded for U.S. tax purposes,
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whereas if U.S. tax law regarded CanCo as a corporation, the pay-
ment would be treated as a dividend. Therefore, subparagraph 7(b)
would apply to provide that the income is not considered to be paid
to or derived by USCo.

The same result obtains if, in the above example, USCo is consid-
ered under Canadian tax law to have received an interest or roy-
alty payment (instead of a dividend) from CanCo. Under U.S. law,
because CanCo is disregarded as an entity separate from its owner,
the payment is disregarded, whereas if CanCo were treated as not
fiscally transparent, the payment would be treated as interest or
a royalty, as the case may be. Therefore, subparagraph 7(b) would
apply to provide that such amount is not considered to be paid to
or derived by USCo.

The application of subparagraph 7(b) differs if, in the above ex-
ample, USCo (as well as other persons) are owners of CanCo, a Ca-
nadian entity that is considered under Canadian tax law to be a
corporation that is resident in Canada but is considered under U.S.
tax law to be a partnership (as opposed to being disregarded). As-
sume that USCo is considered under Canadian tax law to have re-
ceived a dividend from CanCo. Such payment is viewed under Ca-
nadian tax law as a dividend, but under U.S. tax law is viewed as
a partnership distribution. In such a case, Canada views USCo as
receiving income (i.e., a dividend) from an entity that is a resident
of Canada (CanCo), CanCo is viewed as fiscally transparent under
the laws of the United States, the residence State, and by reason
of CanCo being treated as a partnership under U.S. tax law, the
treatment under U.S. tax law of the payment (as a partnership dis-
tribution) is not the same as the treatment would be if CanCo were
not fiscally transparent under U.S. tax law (as a dividend). As a
result, subparagraph 7(b) would apply to provide that such amount
is not considered paid to or derived by the U.S. resident.

As another example, assume that CanCo, a company resident in
Canada, is the owner of USLP, an entity that is considered under
U.S. tax law (by virtue of an election) to be a corporation resident
in the United States, but that is considered under Canadian tax
law to be a branch of CanCo. Assume further that CanCo is consid-
ered under U.S. tax law to have received a dividend from USLP.
In this case, the United States views CanCo as receiving income
(i.e., a dividend) from an entity that is resident in the United
States (USLP), but by reason of USLP being a branch under Cana-
dian tax law, the treatment under Canadian tax law of the pay-
ment is not the same as its treatment would be if USLP were a
company under Canadian tax law. That is, the payment is treated
as a branch remittance for Canadian tax purposes, whereas if Ca-
nadian tax law regarded USLP as a corporation, the payment
would be treated as a dividend. Therefore, subparagraph 7(b)
would apply to provide that the income is not considered to be paid
to or derived by CanCo. The same result would obtain in the case
of interest or royalties paid by USLP to CanCo.

Paragraphs 6 and 7 apply to determine whether an amount is
considered to be derived by (or paid to) a person who is a resident
of Canada or the United States. If, as a result of paragraph 7, a
person is not considered to have derived or received an amount of
income, profit or gain, that person shall not be entitled to the bene-
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fits of the Convention with respect to such amount. Additionally,
for purposes of application of the Convention by the United States,
the treatment of such payments under Code section 894(c) and the
regulations thereunder would not be relevant.

New paragraphs 6 and 7 are not an exception to the saving
clause of paragraph 2 of Article XXIX (Miscellaneous Rules). Ac-
cordingly, subparagraph 7(b) does not prevent a Contracting State
from taxing an entity that is treated as a resident of that State
under its tax law. For example, if a U.S. partnership with members
who are residents of Canada elects to be taxed as a corporation for
U.S. tax purposes, the United States will tax that partnership on
its worldwide income on a net basis, even if Canada views the part-
nership as fiscally transparent.

Interaction of paragraphs 6 and 7 with the determination of “bene-
ficial ownership”

With respect to payments of income, profits or gain arising in a
Contracting State and derived directly by a resident of the other
Contracting State (and not through a fiscally transparent entity),
the term “beneficial owner” is defined under the internal law of the
country imposing tax (i.e., the source State). Thus, if the payment
arising in a Contracting State is derived by a resident of the other
State who under the laws of the first-mentioned State is deter-
mined to be a nominee or agent acting on behalf of a person that
is not a resident of that other State, the payment will not be enti-
tled to the benefits of the Convention. However, payments arising
in a Contracting State and derived by a nominee on behalf of a
resident of that other State would be entitled to benefits. These
limitations are confirmed by paragraph 12 of the Commentary to
Article 10 of the OECD Model.

Special rules apply in the case of income, profits or gains derived
through a fiscally transparent entity, as described in new para-
graph 6 of Article IV. Residence State principles determine who de-
rives the income, profits or gains, to assure that the income, profits
or gains for which the source State grants benefits of the Conven-
tion will be taken into account for tax purposes by a resident of the
residence State. Source country principles of beneficial ownership
apply to determine whether the person who derives the income,
profits or gains, or another resident of the other Contracting State,
is the beneficial owner of the income, profits or gains. The source
State may conclude that the person who derives the income, profits
or gains in the residence State is a mere nominee, agent, conduit,
etc., for a third country resident and deny benefits of the Conven-
tion. If the person who derives the income, profits or gains under
paragraph 6 of Article IV would not be treated under the source
State’s principles for determining beneficial ownership as a nomi-
nee, agent, custodian, conduit, etc., that person will be treated as
the beneficial owner of the income, profits or gains for purposes of
the Convention.

Assume, for instance, that interest arising in the United States
is paid to CanLP, an entity established in Canada which is treated
as fiscally transparent for Canadian tax purposes but is treated as
a company for U.S. tax purposes. CanCo, a company incorporated
in Canada, is the sole interest holder in CanLP. Paragraph 6 of Ar-
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ticle IV provides that CanCo derives the interest. However, if
under the laws of the United States regarding payments to nomi-
nees, agents, custodians and conduits, CanCo is found be a nomi-
nee, agent, custodian or conduit for a person who is not a resident
of Canada, CanCo will not be considered the beneficial owner of the
interest and will not be entitled to the benefits of Article XI with
respect to such interest. The payment may be entitled to benefits,
however, if CanCo is found to be a nominee, agent, custodian or
conduit for a person who is a resident of Canada.

With respect to Canadian-source income, profit or gains, bene-
ficial ownership is to be determined under Canadian law. For ex-
ample, assume that LLC, an entity that is treated as fiscally trans-
parent for U.S. tax purposes, but as a corporation for Canadian tax
purposes, is owned by USCo, a U.S. resident company. LLC re-
ceives Canadian-source income. The question of the beneficial own-
ership of the income received by LLC is determined under Cana-
dian law. If LLC is considered the beneficial owner of the income
under Canadian law, paragraph 6 shall apply to extend benefits of
the Convention to the income received by LLC to the extent that
tlfui Egnadian-source income is derived by U.S. resident members
0 .

ARTICLE 3

Article 3 of the Protocol amends Article V (Permanent Establish-
ment) of the Convention. Paragraph 1 of Article 3 of the Protocol
adds a reference in Paragraph 6 of Article IV to new paragraph 9
of Article V. Paragraph 2 of Article 3 of the Protocol sets forth new
paragraphs 9 and 10 of Article V.

Paragraph 9 of Article V

New paragraph 9 provides a special rule (subject to the provi-
sions of paragraph 3) for an enterprise of a Contracting State that
provides services in the other Contracting State, but that does not
have a permanent establishment by virtue of the preceding para-
graphs of the Article. If (and only if) such an enterprise meets ei-
ther of two tests as provided in subparagraphs 9(a) and 9(b), the
enterprise will be deemed to provide those services through a per-
manent establishment in the other State.

The first test as provided in subparagraph 9(a) has two parts.
First, the services must be performed in the other State by an indi-
vidual who is present in that other State for a period or periods
aggregating 183 days or more in any twelve-month period. Second,
during that period or periods, more than 50 percent of the gross ac-
tive business revenues of the enterprise (including revenue from ac-
tive business activities unrelated to the provision of services) must
consist of income derived from the services performed in that State
by that individual. If the enterprise meets both of these tests, the
enterprise will be deemed to provide the services through a perma-
nent establishment. This test is employed to determine whether an
enterprise is deemed to have a permanent establishment by virtue
of the presence of a single individual (i.e., a natural person).

For the purposes of subparagraph 9(a), the term “gross active
business revenues” shall mean the gross revenues attributable to
active business activities that the enterprise has charged or should
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charge for its active business activities, regardless of when the ac-
tual billing will occur or of domestic law rules concerning when
such revenues should be taken into account for tax purposes. Such
active business activities are not restricted to the activities related
to the provision of services. However, the term does not include in-
come from passive investment activities.

As an example of the application of subparagraph 9(a), assume
that Mr. X, an individual resident in the United States, is one of
the two shareholders and employees of USCo, a company resident
in the United States that provides engineering services. During the
12-month period beginning December 20 of Year 1 and ending De-
cember 19 of Year 2, Mr. X is present in Canada for periods total-
ing 190 days, and during those periods, 70 percent of all of the
gross active business revenues of USCo attributable to business ac-
tivities are derived from the services that Mr. X performs in Can-
ada. Because both of the criteria of subparagraph 9(a) are satisfied,
USCo will be deemed to have a permanent establishment in Can-
ada by virtue of that subparagraph.

The second test as provided in subparagraph 9(b) provides that
an enterprise will have a permanent establishment if the services
are provided in the other State for an aggregate of 183 days or
more in any twelve-month period with respect to the same or con-
nected projects for customers who either are residents of the other
State or maintain a permanent establishment in the other State
with respect to which the services are provided. The various condi-
tions that have to be satisfied in order for subparagraph 9(b) to
have application are described in detail below.

In addition to meeting the 183-day threshold, the services must
be provided for customers who either are residents of the other
State or maintain a permanent establishment in that State. The in-
tent of this requirement is to reinforce the concept that unless
there is a customer in the other State, such enterprise will not be
deemed as participating sufficiently in the economic life of that
other State to warrant being deemed to have a permanent estab-
lishment.

Assume for example, that CanCo, a Canadian company, wishes
to acquire USCo, a company in the United States. In preparation
for the acquisition, CanCo hires Canlaw, a Canadian law firm, to
conduct a due diligence evaluation of USCo’s legal and financial
standing in the United States. Canlaw sends a staff attorney to the
United States to perform the due diligence analysis of USCo. That
attorney is present and working in the United States for greater
than 183 days. If the remuneration paid to Canlaw for the attor-
ney’s services does not constitute more than 50 percent of Canlaw’s
gross active business revenues for the period during which the at-
torney is present in the United States, Canlaw will not be deemed
to provide the services through a permanent establishment in the
United States by virtue of subparagraph 9(a). Additionally, because
the services are being provided for a customer (CanCo) who neither
is a resident of the United States nor maintains a permanent es-
tablishment in the United States to which the services are pro-
vided, Canlaw will also not have a permanent establishment in the
United States by virtue of subparagraph 9(b).
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Paragraph 9 applies only to the provision of services, and only
to services provided by an enterprise to third parties. Thus, the
provision does not have the effect of deeming an enterprise to have
a permanent establishment merely because services are provided to
that enterprise. Paragraph 9 only applies to services that are per-
formed or provided by an enterprise of a Contracting State within
the other Contracting State. It is therefore not sufficient that the
relevant services be merely furnished to a resident of the other
Contracting State. Where, for example, an enterprise provides cus-
tomer support or other services by telephone or computer to cus-
tomers located in the other State, those would not be covered by
paragraph 9 because they are not performed or provided by that
enterprise within the other State. Another example would be that
of an architect who is hired to design blueprints for the construc-
tion of a building in the other State. As part of completing the
project, the architect must make site visits to that other State, and
his days of presence there would be counted for purposes of deter-
mining whether the 183-day threshold is satisfied. However, the
days that the architect spends working on the blueprint in his
home office shall not count for purposes of the 183-day threshold,
because the architect is not performing or providing those services
within the other State.

For purposes of determining whether the time threshold has
been met, subparagraph 9(b) permits the aggregation of services
that are provided with respect to connected projects. Paragraph 2
of the General Note provides that for purposes of subparagraph
9(b), projects shall be considered to be connected if they constitute
a coherent whole, commercially and geographically. The determina-
tion of whether projects are connected should be determined from
the point of view of the enterprise (not that of the customer), and
will depend on the facts and circumstances of each case. In deter-
mining the existence of commercial coherence, factors that would
be relevant include: 1) whether the projects would, in the absence
of tax planning considerations, have been concluded pursuant to a
single contract; 2) whether the nature of the work involved under
different projects is the same; and 3) whether the same individuals
are providing the services under the different projects. Whether the
work provided is covered by one or multiple contracts may be rel-
evant, but not determinative, in finding that projects are commer-
cially coherent.

The aggregation rule addresses, for example, potentially abusive
situations in which work has been artificially divided into separate
components in order to avoid meeting the 183-day threshold. As-
sume for example, that a technology consultant has been hired to
install a new computer system for a company in the other country.
The work will take ten months to complete. However, the consult-
ant purports to divide the work into two five-month projects with
the intention of circumventing the rule in subparagraph 9(b). In
such case, even if the two projects were considered separate, they
will be considered to be commercially coherent. Accordingly, subject
to the additional requirement of geographic coherence, the two
projects could be considered to be connected, and could therefore be
aggregated for purposes of subparagraph 9(b). In contrast, assume
that the technology consultant is contracted to install a particular
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computer system for a company, and is also hired by that same
company, pursuant to a separate contract, to train its employees on
the use of another computer software that is unrelated to the first
system. In this second case, even though the contracts are both
concluded between the same two parties, there is no commercial co-
herence to the two projects, and the time spent fulfilling the two
contracts may not be aggregated for purposes of subparagraph 9(b).
Another example of projects that do not have commercial coherence
would be the case of a law firm which, as one project provides tax
advice to a customer from one portion of its staff, and as another
project provides trade advice from another portion of its staff, both
to the same customer.

Additionally, projects, in order to be considered connected, must
also constitute a geographic whole. An example of projects that lack
geographic coherence would be a case in which a consultant is
hired to execute separate auditing projects at different branches of
a bank located in different cities pursuant to a single contract. In
such an example, while the consultant’s projects are commercially
coherent, they are not geographically coherent and accordingly the
services provided in the various branches shall not be aggregated
for purposes of applying subparagraph 9(b). The services provided
in each branch should be considered separately for purposes of sub-
paragraph 9(b).

The method of counting days for purposes of subparagraph 9(a)
differs slightly from the method for subparagraph 9(b). Subpara-
graph 9(a) refers to days in which an individual is present in the
other country. Accordingly, physical presence during a day is suffi-
cient. In contrast, subparagraph 9(b) refers to days during which
services are provided by the enterprise in the other country. Ac-
cordingly, non-working days such as weekends or holidays would
not count for purposes of subparagraph 9(b), as long as no services
are actually being provided while in the other country on those
days. For the purposes of both subparagraphs, even if the enter-
prise sends many individuals simultaneously to the other country
to provide services, their collective presence during one calendar
day will count for only one day of the enterprise’s presence in the
other country. For instance, if an enterprise sends 20 employees to
the other country to provide services to a client in the other coun-
try for 10 days, the enterprise will be considered present in the
gther country only for 10 days, not 200 days (20 employees x 10

ays).

By deeming the enterprise to provide services through a perma-
nent establishment in the other Contracting State, paragraph 9 al-
lows the application of Article VII (Business Profits), and accord-
ingly, the taxation of the services shall be on a net-basis. Such tax-
ation is also limited to the profits attributable to the activities car-
ried on in performing the relevant services. It will be important to
ensure that only the profits properly attributable to the functions
performed and risks assumed by provision of the services will be
attributed to the deemed permanent establishment.

In addition to new paragraph 9, Article 3 of the Protocol amends
paragraph 6 of Article V of the Convention to include a reference
to paragraph 9. Therefore, in no case will paragraph 9 apply to
deem services to be provided through a permanent establishment
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if the services are limited to those mentioned in paragraph 6
which, if performed through a fixed place of business, would not
make the fixed place of business a permanent establishment under
the provisions of that paragraph.

The competent authorities are encouraged to consider adopting
rules to reduce the potential for excess withholding or estimated
tax payments with respect to employee wages that may result from
the application of this paragraph. Further, because paragraph 6 of
Article V applies notwithstanding paragraph 9, days spent on pre-
paratory or auxiliary activities shall not be taken into account for
purposes of applying subparagraph 9(b).

Paragraph 10 of Article V

Paragraph 2 of Article 3 of the Protocol also sets forth new para-
graph 10 of Article V. The provisions of new paragraph 10 are iden-
tical to paragraph 9 of Article V as it existed prior to the Protocol.
New paragraph 10 provides that the provisions of Article V shall
be applied in determining whether any person has a permanent es-
tablishment in any State.

ARTICLE 4

Article 4 of the Protocol replaces paragraph 2 of Article VII (Busi-
ness Profits).

New paragraph 2 provides that where a resident of either Can-
ada or the United States carries on (or has carried on) business in
the other Contracting State through a permanent establishment in
that other State, both Canada and the United States shall at-
tribute to permanent establishments in their respective states
those business profits which the permanent establishment might be
expected to make if it were a distinct and separate person engaged
in the same or similar activities under the same or similar condi-
tions and dealing wholly independently with the resident and with
any other person related to the resident. The term “related to the
resident” is to be interpreted in accordance with paragraph 2 of Ar-
ticle IX (Related Persons). The reference to other related persons
is intended to make clear that the test of paragraph 2 is not re-
stricted to independence between a permanent establishment and
a home office.

New paragraph 2 is substantially similar to paragraph 2 as it ex-
isted before the Protocol. However, in addition to the reference to
a resident of a Contracting State who “carries on” business in the
other Contracting State, the Protocol incorporates into the Conven-
tion the rule of Code section 864(c)(6) by adding “or has carried on”
to address circumstances where, as a result of timing, income may
be attributable to a permanent establishment that no longer exists
in one of the Contracting States. In such cases, the income is prop-
erly within the scope of Article VII. Conforming changes are also
made in the Protocol to Articles X (Dividends), XI (Interest), and
XII (Royalties) of the Convention where Article VII would apply. As
is explained in paragraph 5 of the General Note, these revisions to
the Convention are only intended to clarify the application of the
existing provisions of the Convention.
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The following example illustrates the application of paragraph 2.
Assume a company that is a resident of Canada and that main-
tains a permanent establishment in the United States winds up the
permanent establishment’s business and sells the permanent estab-
lishment’s inventory and assets to a U.S. buyer at the end of year
1 in exchange for an installment obligation payable in full at the
end of year 3. Despite the fact that the company has no permanent
establishment in the United States in year 3, the United States
may tax the deferred income payment recognized by the company
in year 3.

The “attributable to” concept of paragraph 2 provides an alter-
native to the analogous but somewhat different “effectively con-
nected” concept in Code section 864(c). Depending on the cir-
cumstances, the amount of income “attributable to” a permanent
establishment under Article VII may be greater or less than the
amount of income that would be treated as “effectively connected”
to a U.S. trade or business under Code section 864. In particular,
in the case of financial institutions, the use of internal dealings to
allocate income within an enterprise may produce results under Ar-
ticle VII that are significantly different than the results under the
effectively connected income rules. For example, income from inter-
branch notional principal contracts may be taken into account
under Article VII, notwithstanding that such transactions may be
ignored for purposes of U.S. domestic law. A taxpayer may use the
treaty to reduce its taxable income, but may not use both treaty
and Code rules where doing so would thwart the intent of either
set of rules. See Rev. Rul. 84-17, 1984-1 C.B. 308.

The profits attributable to a permanent establishment may be
from sources within or without a Contracting State. However, as
stated in the General Note, the business profits attributable to a
permanent establishment include only those profits derived from
the assets used, risks assumed, and activities performed by the
permanent establishment.

The language of paragraph 2, when combined with paragraph 3
dealing with the allowance of deductions for expenses incurred for
the purposes of earning the profits, incorporates the arm’s length
standard for purposes of determining the profits attributable to a
permanent establishment. The United States and Canada generally
interpret the arm’s length standard in a manner consistent with
the OECD Transfer Pricing Guidelines.

Paragraph 9 of the General Note confirms that the arm’s length
method of paragraphs 2 and 3 consists of applying the OECD
Transfer Pricing Guidelines, but taking into account the different
economic and legal circumstances of a single legal entity (as op-
posed to separate but associated enterprises). Thus, any of the
methods used in the Transfer Pricing Guidelines, including profits
methods, may be used as appropriate and in accordance with the
Transfer Pricing Guidelines. However, the use of the Transfer Pric-
ing Guidelines applies only for purposes of attributing profits with-
in the legal entity. It does not create legal obligations or other tax
consequences that would result from transactions having inde-
pendent legal significance. Thus, the Contracting States agree that
the notional payments used to compute the profits that are attrib-
utable to a permanent establishment will not be taxed as if they



29

were actual payments for purposes of other taxing provisions of the
Convention, for example, for purposes of taxing a notional royalty
under Article XII (Royalties).

One example of the different circumstances of a single legal enti-
ty is that an entity that operates through branches rather than
separate subsidiaries generally will have lower capital require-
ments because all of the assets of the entity are available to sup-
port all of the entity’s liabilities (with some exceptions attributable
to local regulatory restrictions). This is the reason that most com-
mercial banks and some insurance companies operate through
branches rather than subsidiaries. The benefit that comes from
such lower capital costs must be allocated among the branches in
an appropriate manner. This issue does not arise in the case of an
enterprise that operates through separate entities, since each enti-
ty will have to be separately capitalized or will have to compensate
another entity for providing capital (usually through a guarantee).

Under U.S. domestic regulations, internal “transactions” gen-
erally are not recognized because they do not have legal signifi-
cance. In contrast, the rule provided by the General Note is that
such internal dealings may be used to attribute income to a perma-
nent establishment in cases where the dealings accurately reflect
the allocation of risk within the enterprise. One example is that of
global trading in securities. In many cases, banks use internal
swap transactions to transfer risk from one branch to a central lo-
cation where traders have the expertise to manage that particular
type of risk. Under paragraph 2 as set forth in the Protocol, such
a bank may also use such swap transactions as a means of attrib-
uting income between the branches, if use of that method is the
“best method” within the meaning of regulation section 1.482-1(c).
The books of a branch will not be respected, however, when the re-
sults are inconsistent with a functional analysis. So, for example,
income from a transaction that is booked in a particular branch (or
home office) will not be treated as attributable to that location if
the sales and risk management functions that generate the income
are performed in another location.

The understanding in the General Note also affects the interpre-
tation of paragraph 3 of Article VII. Paragraph 3 provides that in
determining the business profits of a permanent establishment, de-
ductions shall be allowed for the expenses incurred for the pur-
poses of the permanent establishment, ensuring that business prof-
its will be taxed on a net basis. This rule is not limited to expenses
incurred exclusively for the purposes of the permanent establish-
ment, but includes expenses incurred for the purposes of the enter-
prise as a whole, or that part of the enterprise that includes the
permanent establishment. Deductions are to be allowed regardless
of which accounting unit of the enterprise books the expenses, so
long as they are incurred for the purposes of the permanent estab-
lishment. For example, a portion of the interest expense recorded
on the books of the home office in one State may be deducted by
a permanent establishment in the other. The amount of the ex-
pense that must be allowed as a deduction is determined by apply-
ing the arm’s length principle.

As noted above, paragraph 9 of the General Note provides that
the OECD Transfer Pricing Guidelines apply, by analogy, in deter-



30

mining the profits attributable to a permanent establishment. Ac-
cordingly, a permanent establishment may deduct payments made
to its head office or another branch in compensation for services
performed for the benefit of the branch. The method to be used in
calculating that amount will depend on the terms of the arrange-
ments between the branches and head office. For example, the en-
terprise could have a policy, expressed in writing, under which
each business unit could use the services of lawyers employed by
the head office. At the end of each year, the costs of employing the
lawyers would be charged to each business unit according to the
amount of services used by that business unit during the year.
Since this has the characteristics of a cost-sharing arrangement
and the allocation of costs is based on the benefits received by each
business unit, such a cost allocation would be an acceptable means
of determining a permanent establishment’s deduction for legal ex-
penses. Alternatively, the head office could agree to employ lawyers
at its own risk, and to charge an arm’s length price for legal serv-
ices performed for a particular business unit. If the lawyers were
under-utilized, and the “fees” received from the business units were
less than the cost of employing the lawyers, then the head office
would bear the excess cost. If the “fees” exceeded the cost of em-
ploying the lawyers, then the head office would keep the excess to
compensate it for assuming the risk of employing the lawyers. If
the enterprise acted in accordance with this agreement, this meth-
od would be an acceptable alternative method for calculating a per-
manent establishment’s deduction for legal expenses.

The General Note also makes clear that a permanent establish-
ment cannot be funded entirely with debt, but must have sufficient
capital to carry on its activities as if it were a distinct and separate
enterprise. To the extent that the permanent establishment has not
been attributed capital for profit attribution purposes, a Con-
tracting State may attribute such capital to the permanent estab-
lishment, in accordance with the arm’s length principle, and deny
an interest deduction to the extent necessary to reflect that capital
attribution. The method prescribed by U.S. domestic law for mak-
ing this attribution is found in Treas. Reg. section 1.882-5. Both
section 1.882-5 and the method prescribed in the General Note
start from the premise that all of the capital of the enterprise sup-
ports all of the assets and risks of the enterprise, and therefore the
entire capital of the enterprise must be allocated to its various
businesses and offices.

However, section 1.882-5 does not take into account the fact that
some assets create more risk for the enterprise than do other as-
sets. An independent enterprise would need less capital to support
a perfectly-hedged U.S. Treasury security than it would need to
support an equity security or other asset with significant market
and/or credit risk. Accordingly, in some cases section 1.882-5 would
require a taxpayer to allocate more capital to the United States,
and therefore would reduce the taxpayer’s interest deduction more,
than is appropriate. To address these cases, the General Note al-
lows a taxpayer to apply a more flexible approach that takes into
account the relative risk of its assets in the various jurisdictions in
which it does business. In particular, in the case of financial insti-
tutions other than insurance companies, the amount of capital at-
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tributable to a permanent establishment is determined by allo-
cating the institution’s total equity between its various offices on
the basis of the proportion of the financial institution’s risk-weight-
ed assets attributable to each of them. This recognizes the fact that
financial institutions are in many cases required to risk-weight
their assets for regulatory purposes and, in other cases, will do so
for business reasons even if not required to do so by regulators.
However, risk-weighting is more complicated than the method pre-
scribed by section 1.882-5. Accordingly, to ease this administrative
burden, taxpayers may choose to apply the principles of Treas. Reg.
section 1.882-5(c) to determine the amount of capital allocable to
its U.S. permanent establishment, in lieu of determining its allo-
cable capital under the risk-weighted capital allocation method pro-
vided by the General Note, even if it has otherwise chosen the prin-
ciples of Article VII rather than the effectively connected income
rules of U.S. domestic law. It is understood that this election is not
binding for purposes of Canadian taxation unless the result is in
accordance with the arm’s length principle.

As noted in the Convention, nothing in paragraph 3 requires a
Contracting State to allow the deduction of any expenditure which,
by reason of its nature, is not generally allowed as a deduction
under the tax laws in that State.

ARTICLE 5

Article 5 makes a number of amendments to Article X (Divi-
dends) of the existing Convention. As with other benefits of the
Convention, the benefits of Article X are available to a resident of
a Contracting State only if that resident is entitled to those bene-
fits under the provisions of Article XXIX A (Limitation on Benefits).

See the Technical Explanation for new paragraphs 6 and 7 of Ar-
ticle IV (Residence) for discussion regarding the interaction be-
tween domestic law concepts of beneficial ownership and the treaty
rules to determine when a person is considered to derive an item
of income for purposes of obtaining benefits of the Convention such
as withholding rate reductions.

Paragraph 1

Paragraph 1 of Article 5 of the Protocol replaces subparagraph
2(a) of Article X of the Convention. In general, paragraph 2 limits
the amount of tax that may be imposed on dividends by the Con-
tracting State in which the company paying the dividends is resi-
dent if the beneficial owner of the dividends is a resident of the
other Contracting State. Subparagraph 2(a) limits the rate to 5 per-
cent of the gross amount of the dividends if the beneficial owner
is a company that owns 10 percent or more of the voting stock of
the company paying the dividends.

The Protocol adds a parenthetical to address the determination
of the requisite ownership set forth in subparagraph 2(a) when the
beneficial owner of dividends receives the dividends through an en-
tity that is considered fiscally transparent in the beneficial owner’s
Contracting State. The added parenthetical stipulates that voting
stock in a company paying the dividends that is indirectly held
through an entity that is considered fiscally transparent in the ben-
eficial owner’s Contracting State is taken into account, provided
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the entity is not a resident of the other Contracting State. The
United States views the new parenthetical as merely a clarifica-
tion.

For example, assume USCo, a U.S. corporation, directly owns 2
percent of the voting stock of CanCo, a Canadian company that is
considered a corporation in the United States and Canada. Fur-
ther, assume that USCo owns 18 percent of the interests in LLC,
an entity that in turn owns 50 percent of the voting stock of
CanCo. CanCo pays a dividend to each of its shareholders. Pro-
vided that LLC is fiscally transparent in the United States and not
considered a resident of Canada, USCo’s 9 percent ownership in
CanCo through LLC (50 percent x 18 percent) is taken into account
in determining whether USCo meets the 10 percent ownership
threshold set forth in subparagraph 2(a). In this example, USCo
may aggregate its voting stock interests in CanCo that it owns di-
rectly and through LLC to determine if it satisfies the ownership
requirement of subparagraph 2(a). Accordingly, USCo will be enti-
tled to the 5 percent rate of withholding on dividends paid with re-
spect to both its voting stock held through LLC and its voting stock
held directly. Alternatively, if, for example, all of the shareholders
of LLC were natural persons, the 5 percent rate would not apply.

Paragraph 2

Paragraph 2 of Article 5 of the Protocol replaces the definition
of the term “dividends” provided in paragraph 3 of Article X of the
Convention. The new definition conforms to the U.S. Model formu-
lation. Paragraph 3 defines the term dividends broadly and flexi-
bly. The definition is intended to cover all arrangements that yield
a return on an equity investment in a corporation as determined
under the tax law of the source State, as well as arrangements that
might be developed in the future.

The term dividends includes income from shares, or other cor-
porate rights that are not treated as debt under the law of the
source State, that participate in the profits of the company. The
term also includes income that is subjected to the same tax treat-
ment as income from shares by the law of the source State. Thus,
for example, a constructive dividend that results from a non-arm’s
length transaction between a corporation and a related party is a
dividend. In the case of the United States the term “dividend” in-
cludes amounts treated as a dividend under U.S. law upon the sale
or redemption of shares or upon a transfer of shares in a reorga-
nization. See, e.g., Rev. Rul. 92-85, 19922 C.B. 69 (sale of foreign
subsidiary’s stock to U.S. sister company is a deemed dividend to
extent of the subsidiary’s and sister company’s earnings and prof-
its). Further, a distribution from a U.S. publicly traded limited
partnership that is taxed as a corporation under U.S. law is a divi-
dend for purposes of Article X. However, a distribution by a limited
liability company is not considered by the United States to be a
dividend for purposes of Article X, provided the limited liability
company is not characterized as an association taxable as a cor-
poration under U.S. law.

Paragraph 3 of the General Note states that distributions from
Canadian income trusts and royalty trusts that are treated as divi-
dends as a result of changes to Canada’s taxation of income and
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royalty trusts enacted in 2007 (S.C. 2007, c. 29) shall be treated as
dividends for the purposes of Article X.

Additionally, a payment denominated as interest that is made by
a thinly capitalized corporation may be treated as a dividend to the
extent that the debt is recharacterized as equity under the laws of
the source State. At the time the Protocol was signed, interest pay-
ments subject to Canada’s thin-capitalization rules were not re-
characterized as dividends.

Paragraph 3

Paragraph 3 of Article 5 of the Protocol replaces paragraph 4 of
Article X. New paragraph 4 is substantially similar to paragraph
4 as it existed prior to the Protocol. New paragraph 4, however,
adds clarifying language consistent with the changes made in Arti-
cles 4, 6, and 7 of the Protocol with respect to income attributable
to a permanent establishment that has ceased to exist. Paragraph
4 provides that the limitations of paragraph 2 do not apply if the
beneficial owner of the dividends carries on or has carried on busi-
ness in the State in which the company paying the dividends is a
resident through a permanent establishment situated there, and
the stockholding in respect of which the dividends are paid is effec-
tively connected to such permanent establishment. In such a case,
the dividends are taxable pursuant to the provisions of Article VII
(Business Profits). Thus, dividends paid in respect of holdings form-
ing part of the assets of a permanent establishment or which are
otherwise effectively connected to such permanent establishment
will be taxed on a net basis using the rates and rules of taxation
generally applicable to residents of the State in which the perma-
nent establishment is situated.

To conform with Article 9 of the Protocol, which deletes Article
XIV (Independent Personal Services) of the Convention, paragraph
4 of Article 5 of the Protocol also amends paragraph 5 of Article
X by omitting the reference to a “fixed base.”

Paragraph 4

To conform with Article 9 of the Protocol, which deletes Article
XIV (Independent Personal Services) of the Convention, paragraph
4 of Article 5 of the Protocol amends paragraph 5 of Article X by
omitting the reference to a “fixed base.”

Paragraph 5

Paragraph 5 of Article 5 of the Protocol replaces subparagraph
7(c) of Article X of the existing Convention. Consistent with current
U.S. tax treaty policy, new subparagraph 7(c) provides rules that
expand the application of subparagraph 2(b) for the treatment of
dividends paid by a Real Estate Investment Trust (REIT). New
subparagraph 7(c) maintains the rule of the existing Convention
that dividends paid by a REIT are not eligible for the 5 percent
maximum rate of withholding tax of subparagraph 2(a), and pro-
vides that the 15 percent maximum rate of withholding tax of sub-
paragraph 2(b) applies to dividends paid by REITs only if one of
three conditions is met.

First, the dividend will qualify for the 15 percent maximum rate
if the beneficial owner of the dividend is an individual holding an
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interest of not more than 10 percent in the REIT. For this purpose,
subparagraph 7(c) also provides that where an estate or testa-
mentary trust acquired its interest in a REIT as a consequence of
the death of an individual, the estate or trust will be treated as an
individual for the five-year period following the death. Thus, divi-
dends paid to an estate or testamentary trust in respect of a hold-
ing of less than a 10 percent interest in the REIT also will be enti-
tled to the 15 percent rate of withholding, but only for up to five
years after the death.

Second, the dividend will qualify for the 15 percent maximum
rate if it is paid with respect to a class of stock that is publicly
traded and the beneficial owner of the dividend is a person holding
an illilterest of not more than 5 percent of any class of the REIT’s
stock.

Third, the dividend will qualify for the 15 percent maximum rate
if the beneficial owner of the dividend holds an interest in the
REIT of 10 percent or less and the REIT is “diversified.” A REIT
is diversified if the gross value of no single interest in real property
held by the REIT exceeds 10 percent of the gross value of the
REIT’s total interest in real property. For purposes of this diver-
sification test, foreclosure property is not considered an interest in
real property, and a REIT holding a partnership interest is treated
as owning its proportionate share of any interest in real property
held by the partnership.

A resident of Canada directly holding U.S. real property would
pay U.S. tax either at a 30 percent rate of withholding tax on the
gross income or at graduated rates on the net income. By placing
the real property in a REIT, the investor absent a special rule
could transform real estate income into dividend income, taxable at
the rates provided in Article X, significantly reducing the U.S. tax
that otherwise would be imposed. Subparagraph 7(c) prevents this
result and thereby avoids a disparity between the taxation of direct
real estate investments and real estate investments made through
REIT conduits. In the cases in which subparagraph 7(c) allows a
dividend from a REIT to be eligible for the 15 percent maximum
rate of withholding tax, the holding in the REIT is not considered
the equivalent of a direct holding in the underlying real property.

Article 6

Article 6 of the Protocol replaces Article XI (Interest) of the exist-
ing Convention. Article XI specifies the taxing jurisdictions over in-
terest income of the States of source and residence and defines the
terms necessary to apply Article XI. As with other benefits of the
Convention, the benefits of Article XI are available to a resident of
a Contracting State only if that resident is entitled to those bene-
fits under the provisions of Article XXIX A (Limitation on Benefits).

Paragraph 1 of Article XI

New paragraph 1 generally grants to the residence State the ex-
clusive right to tax interest beneficially owned by its residents and
arising in the other Contracting State. See the Technical Expla-
nation for new paragraphs 6 and 7 of Article IV (Residence) for dis-
cussion regarding the interaction between domestic law concepts of
beneficial ownership and the treaty rules to determine when a per-
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son is considered to derive an item of income for purposes of ob-
taining benefits under the Convention such as withholding rate re-
ductions.

Subparagraph 3(d) of Article 27 of the Protocol provides an addi-
tional rule regarding the application of paragraph 1 during the first
two years that end after the Protocol’s entry into force. This rule
is described in detail in the Technical Explanation to Article 27.

Paragraph 2 of Article XI

Paragraph 2 of new Article XI is substantially identical to para-
graph 4 of Article XI of the existing Convention.

Paragraph 2 defines the term “interest” as used in Article XI to
include, inter alia, income from debt claims of every kind, whether
or not secured by a mortgage. Interest that is paid or accrued sub-
ject to a contingency is within the ambit of Article XI. This includes
income from a debt obligation carrying the right to participate in
profits. The term does not, however, include amounts that are
treated as dividends under Article X (Dividends).

The term “interest” also includes amounts subject to the same
tax treatment as income from money lent under the law of the
State in which the income arises. Thus, for purposes of the Conven-
tion, amounts that the United States will treat as interest include
(i) the difference between the issue price and the stated redemption
price at maturity of a debt instrument (i.e., original issue discount
(OID)), which may be wholly or partially realized on the disposition
of a debt instrument (section 1273), (ii) amounts that are imputed
interest on a deferred sales contract (section 483), (iii) amounts
treated as interest or OID under the stripped bond rules (section
1286), (iv) amounts treated as original issue discount under the
below-market interest rate rules (section 7872), (v) a partner’s dis-
tributive share of a partnership’s interest income (section 702), (vi)
the interest portion of periodic payments made under a “finance
lease” or similar contractual arrangement that in substance is a
borrowing by the nominal lessee to finance the acquisition of prop-
erty, (vii) amounts included in the income of a holder of a residual
interest in a real estate mortgage investment conduit (REMIC)
(section 860E), because these amounts generally are subject to the
same taxation treatment as interest under U.S. tax law, and (viii)
interest with respect to notional principal contracts that are re-
characterized as loans because of a “substantial non-periodic pay-
ment.”

Paragraph 3 is in all material respects the same as paragraph
5 of Article XI of the existing Convention. New paragraph 3 adds
clarifying language consistent with the changes made in Articles 4,
5, and 7 of the Protocol with respect to income attributable to a
permanent establishment that has ceased to exist. Also, consistent
with the changes described in Article 9 of the Protocol, discussed
below, paragraph 3 does not contain references to the performance
of independent personal services through a fixed base.

Paragraph 3 provides an exception to the exclusive residence tax-
ation rule of paragraph 1 in cases where the beneficial owner of the
interest carries on business through a permanent establishment in
the State of source and the interest is effectively connected to that
permanent establishment. In such cases the provisions of Article
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VII (Business Profits) will apply and the source State will retain
the right to impose tax on such interest income.

Paragraph 4 of Article XI

Paragraph 4 is in all material respects the same as paragraph
6 of Article XI of the existing Convention. The only difference is
that, consistent with the changes described below with respect to
Article 9 of the Protocol, paragraph 4 does not contain references
to a fixed base.

Paragraph 4 establishes the source of interest for purposes of Ar-
ticle XI. Interest is considered to arise in a Contracting State if the
payer is that State, or a political subdivision, local authority, or
resident of that State. However, in cases where the person paying
the interest, whether a resident of a Contracting State or of a third
State, has in a State other than that of which he is a resident a
permanent establishment in connection with which the indebted-
ness on which the interest was paid was incurred, and such inter-
est is borne by the permanent establishment, then such interest is
deemed to arise in the State in which the permanent establishment
is situated and not in the State of the payer’s residence. Further-
more, pursuant to paragraphs 1 and 4, and Article XXII (Other In-
come), Canadian tax will not be imposed on interest paid to a U.S.
resident by a company resident in Canada if the indebtedness is in-
curred in connection with, and the interest is borne by, a perma-
nent establishment of the company situated in a third State. For
the purposes of this Article, “borne by” means allowable as a de-
duction in computing taxable income.

Paragraph 5 of Article XI

Paragraph 5 is identical to paragraph 7 of Article XI of the exist-
ing Convention.

Paragraph 5 provides that in cases involving special relation-
ships between the payer and the beneficial owner of interest in-
come or between both of them and some other person, Article XI
applies only to that portion of the total interest payments that
would have been made absent such special relationships (i.e., an
arm’s-length interest payment). Any excess amount of interest paid
remains taxable according to the laws of the United States and
Canada, respectively, with due regard to the other provisions of the
Convention.

New paragraph 6 provides anti-abuse exceptions to exclusive res-
idence State taxation in paragraph 1 for two classes of interest
payments.

The first class of interest, dealt with in subparagraphs 6(a) and
6(b), is so-called “contingent interest.” With respect to interest aris-
ing in the United States, subparagraph 6(a) refers to contingent in-
terest of a type that does not qualify as portfolio interest under
U.S. domestic law. The cross-reference to the U.S. definition of con-
tingent interest, which is found in Code section 871(h)(4), is in-
tended to ensure that the exceptions of Code section 871 (h)(4)(C)
will apply. With respect to Canada, such interest is defined in sub-
paragraph 6(b) as any interest arising in Canada that is deter-
mined by reference to the receipts, sales, income, profits or other
cash flow of the debtor or a related person, to any change in the
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value of any property of the debtor or a related person or to any
dividend, partnership distribution or similar payment made by the
debtor or a related person.l1 Any such interest may be taxed in
Canada according to the laws of Canada.

Under subparagraph 6(a) or 6(b), if the beneficial owner is a resi-
dent of the other Contracting State, the gross amount of the “con-
tingent interest” may be taxed at a rate not exceeding 15 percent.

The second class of interest is dealt with in subparagraph 6(c).
This exception is consistent with the policy of Code sections
860E(e) and 860G(b) that excess inclusions with respect to a real
estate mortgage investment conduit (REMIC) should bear full U.S.
tax in all cases. Without a full tax at source, foreign purchasers of
residual interests would have a competitive advantage over U.S.
purchasers at the time these interests are initially offered. Also,
absent this rule, the U.S. fisc would suffer a revenue loss with re-
spect to mortgages held in a REMIC because of opportunities for
tax avoidance created by differences in the timing of taxable and
economic income produced by these interests.

Therefore, subparagraph 6(c) provides a bilateral provision that
interest that is an excess inclusion with respect to a residual inter-
est in a REMIC may be taxed by each State in accordance with its
domestic law. While the provision is written reciprocally, at the
time the Protocol was signed, the provision had no application in
respecé of Canadian-source interest, as Canada did not have
REMICs.

Paragraph 7 of Article XI

Paragraph 7 is in all material respects the same as paragraph
8 of Article XI of the existing Convention. The only difference is
that, consistent with the changes made in Article 9 of the Protocol,
paragraph 7 removes the references to a fixed base.

Paragraph 7 restricts the right of a Contracting State to impose
tax on interest paid by a resident of the other Contracting State.
The first State may not impose any tax on such interest except in-
sofar as the interest is paid to a resident of that State or arises
in that State or the debt claim in respect of which the interest is
paid is effectively connected with a permanent establishment situ-
ated in that State.

1 New subparagraph 6(b) of Article XI erroneously refers to a
“similar payment made by the debtor to a related person.” The cor-
rect formulation, which the Contracting States agree to apply, is
“similar payment made by the debtor or a related person.”

Relationship to other Articles

Notwithstanding the foregoing limitations on source State tax-
ation of interest, the saving clause of paragraph 2 of Article XXIX
(Miscellaneous Rules) permits the United States to tax its residents
and citizens, subject to the special foreign tax credit rules of para-
graph 5 of Article XXIV (Elimination of Double Taxation), as if the
Convention had not come into force.

ARTICLE 7

Article 7 of the Protocol amends Article XII (Royalties) of the ex-
isting Convention. As with other benefits of the Convention, the
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benefits of Article XII are available to a resident of a Contracting
State only if that resident is entitled to those benefits under the
provisions of Article XXIX A (Limitation on Benefits).

See the Technical Explanation for new paragraphs 6 and 7 of Ar-
ticle IV (Residence) for discussion regarding the interaction be-
tween domestic law concepts of beneficial ownership and the treaty
rules to determine when a person is considered to derive an item
of income for purposes of obtaining benefits of the Convention such
as withholding rate reductions.

Paragraph 1

Paragraph 1 of Article 7 of the Protocol replaces paragraph 5 of
Article XII of the Convention. In all material respects, new para-
graph 5 is the same as paragraph 5 of Article XII of the existing
Convention. However, new paragraph 5 adds clarifying language
consistent with the changes made in Articles 4, 5, and 6 of the Pro-
tocol with respect to income attributable to a permanent establish-
ment that has ceased to exist. To conform with Article 9 of the Pro-
tocol, which deletes Article XIV (Independent Personal Services) of
the Convention, paragraph 1 of Article 7 of the Protocol also
amends paragraph 5 of Article XII by omitting the reference to a
“fixed base.”

New paragraph 5 provides that the 10 percent limitation on tax
in the source State provided by paragraph 2, and the exemption in
the source State for certain royalties provided by paragraph 3, do
not apply if the beneficial owner of the royalties carries on or has
carried on business in the source State through a permanent estab-
lishment and the right or property in respect of which the royalties
are paid is attributable to such permanent establishment. In such
case, the royalty income would be taxable by the source State
under the provisions of Article VII (Business Profits).

Paragraph 2

Paragraph 2 of Article 7 of the Protocol sets forth a new subpara-
graph 6(a) of Article XII that is in all material respects the same
as subparagraph 6(a) of Article XII of the existing Convention. The
only difference is that, consistent with the changes made in Article
9 of the Protocol, new subparagraph 6(a) omits references to a
“fixed base.”

Paragraph 3

Paragraph 3 of Article 7 of Protocol amends paragraph 8 of Arti-
cle XII of the Convention to remove references to a “fixed base.” In
addition, paragraph 8 of the General Note confirms the intent of
the Contracting States that the reference in subparagraph 3(c) of
Article XII of the Convention to information provided in connection
with a franchise agreement generally refers only to information
that governs or otherwise deals with the operation (whether by the
payer or by another person) of the franchise, and not to other infor-
mation concerning industrial, commercial or scientific experience
that is held for resale or license.



39

ARTICLE 8

Paragraph 1

Paragraph 1 of Article 8 of the Protocol replaces paragraph 2 of
Article XIII (Gains) of the existing Convention. Consistent with Ar-
ticle 9 of the Protocol, new paragraph 2 does not contain any ref-
erence to property pertaining to a fixed base or to the performance
of independent personal services.

New paragraph 2 of Article XIII provides that the Contracting
State in which a resident of the other Contracting State has or had
a permanent establishment may tax gains from the alienation of
personal property constituting business property if such gains are
attributable to such permanent establishment. Unlike paragraph 1
of Article VII (Business Profits), paragraph 2 limits the right of the
source State to tax such gains to a twelve-month period following
the termination of the permanent establishment.

Paragraph 2

Paragraph 2 of Article 8 of the Protocol replaces paragraph 5 of
Article XIII of the existing Convention. In general, new paragraph
5 provides an exception to the general rule stated in paragraph 4
that gains from the alienation of any property, other than property
referred to in paragraphs 1, 2, and 3, shall be taxable only in the
Contracting State of which the alienator is a resident. Parag